Consult ALFRED™, our new source of vintage economic data, at research.stlouisfed.org/tips/alfred/.
T he University of Michigan's Survey of Consumers reported a drastic decline in consumer confidence following the devastating effects of Hurricane Katrina. This crumbling confidence was widely reported, and its significance as an indicator of economic weakness debated. Less well publicized was the large increase in expectations of future inflation that was also recorded in this survey. For example, at the end of August, just before Hurricane Katrina, respondents in the Michigan survey were expecting the inflation rate over the subsequent 12 months to be 3.1 percent. However, by the end of September, the same measure of inflation expectations was 4.3 percent. As the black line in the accompanying chart shows, this increase in inflation expectations is large by historical precedent and brings one-year-ahead inflation expectations to a level not seen since 1990.
Inflation expectations give a reading of how credible the public believes monetary policymakers are in their commitment to fight inflation; as a result these expectations are an important gauge used in the practice of monetary policy. That is, if the public believes monetary policymakers are credible in their stated goal of keeping inflation low and stable, then inflation expectations will stay low and stable. One reason credibility is important is that containing inflation expectations can be a first step in containing inflation itself. This is because expectations of higher future inflation might be negotiated into various sorts of pricing contracts, such as labor contracts, thereby creating the expected inflation.
To interpret the rise in inflation expectations from the Michigan survey, a natural first question is, to what extent is this measure a reliable predictor of future inflation? After all, this survey is conducted by polling consumers who have no special expertise or sophistication in forecasting inflation, raising a legitimate question of how seriously one should take the results. However, economists N. Gregory Mankiw, Ricardo Reis, and Justin Wolfers have shown that, when evaluated over the past 20 years, the median survey response from the Michigan survey was at least as accurate of a forecast of future inflation as those produced by professional forecasters. 1 Given this, should monetary policymakers at the Federal Reserve be concerned that inflation expectations are getting out of control, suggesting they have been too slow to tighten policy in recent years? To evaluate this question, it is useful to look not just at expectations of inflation over the next year, but also over longer horizons. As the green line in the figure shows, expectations of inflation from the Michigan survey over the horizon of the next 5 to 10 years have increased only slightly in recent months and are not at abnormally high levels relative to those seen in the past several years. This divergence between shorter and longer horizon inflation expectations suggests that the rise in inflation expected over the next year is being driven by temporary factors, such as increases in energy prices, and not by a loss of confidence in the ability or resolve of Federal Reserve policymakers to control inflation more broadly. This is good news for the Federal Reserve, as it suggests the public is convinced policymakers are taking, and will continue to take, appropriate actions to keep inflation low over longer horizons.
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Adjusted Monetary Base
Inflation and Inflation Expectations
The shaded region shows the Humphrey-Hawkins CPI inflation range. Beginning in January 2000, the Humphrey-Hawkins inflation range was reported using the PCE price index and therefore is not shown on this graph. See notes on page 19. Percent change from year ago
Real Gross Domestic Product
Dashed lines indicate 10-year moving averages. Percent change from year ago
M2
Dashed lines indicate 10-year moving averages. MZM (money, zero maturity): M2 minus small-denomination time deposits, plus institutional money market mutual funds (that is, those included in M3 but excluded from M2). The label MZM was coined by William Poole (1991) ; the aggregate itself was proposed earlier by Motley (1988) .
M2: M1 plus savings deposits (including money market deposit accounts) and small-denomination (under $100,000) time deposits issued by financial institutions; and shares in retail money market mutual funds (funds with initial investments under $50,000), net of retirement accounts.
M3:
M2 plus large-denomination ($100,000 or more) time deposits; repurchase agreements issued by depository institutions; Eurodollar deposits, specifically, dollar-denominated deposits due to nonbank U.S. addresses held at foreign offices of U.S. banks worldwide and all banking offices in Canada and the United Kingdom; and institutional money market mutual funds (funds with initial investments of $50,000 or more).
Bank Credit: All loans, leases, and securities held by commercial banks.
Domestic Nonfinancial Debt:
Total credit market liabilities of the U.S. Treasury, federally sponsored agencies, state and local governments, households, and nonfinancial firms. End-of-period basis.
Adjusted Monetary Base:
The sum of currency in circulation outside Federal Reserve Banks and the U.S. Treasury, deposits of depository financial institutions at Federal Reserve Banks, and an adjustment for the effects of changes in statutory reserve requirements on the quantity of base money held by depositories. This series is a spliced chain index; see Anderson and Rasche (1996a ,b, 2001 , 2003 .
Adjusted Reserves:
The sum of vault cash and Federal Reserve Bank deposits held by depository institutions and an adjustment for the effects of changes in statutory reserve requirements on the quantity of base money held by depositories. This spliced chain index is numerically larger than the Board of Governors' measure, which excludes vault cash not used to satisfy statutory reserve requirements and Federal Reserve Bank deposits used to satisfy required clearing balance contracts; see Anderson and Rasche (1996a , 2001 , 2003 .
Monetary Services Index:
An index that measures the flow of monetary services received by households and firms from their holdings of liquid assets; see Anderson, Jones, and Nesmith (1997) . Indexes are shown for the assets included in M2, with additional data at research.stlouisfed.org/msi/index.html. 
to five alternative target inflation rates, π * = 0, 1, 2, 3, 4 percent, where f t * is the implied federal funds rate, π t -1 is the previous period's inflation rate (PCE) measured on a year-over-year basis, y t -1 is the log of the previous period's level of real gross domestic product (GDP), and y t -1 P is the log of an estimate of the previous period's level of potential output. Potential Real GDP is as estimated by the Congressional Budget Office.
Monetary Base Growth and Inflation Targets shows the quarterly growth of the adjusted monetary base (modified to include an estimate of the effect of sweep programs) implied by applying McCallum's (1988 McCallum's ( , 1993 
equation
ΔMB t * = π * + (10-year moving average growth of real GDP)
-(4-year moving average of base velocity growth)
to five alternative target inflation rates, π * = 0, 1, 2, 3, 4 percent, where ΔMB t * is the implied growth rate of the adjusted monetary base. The 10-year moving average growth of real GDP for a quarter t is calculated as the average quarterly growth during the previous 40 quarters, at an annual rate, by the formula ((y t -y t -40 )/40) × 400, where y t is the log of real GDP. The 4-year moving average of base velocity growth is calculated similarly. To adjust the monetary base for the effect of retail-deposit sweep programs, we add to the monetary base an amount equal to 10 percent of the total amount swept, as estimated by the Federal Reserve Board staff. These estimates are imprecise, at best. Sweep program data are found at research.stlouisfed.org/aggreg/swdata.html.
Monetary Trends
Research Page 12: Velocity (for MZM and M2) equals the ratio of GDP, measured in current dollars, to the level of the monetary aggregate. MZM and M2 Own Rates are weighted averages of the rates received by households and firms on the assets included in the aggregates. Prior to 1982, the 3-month T-bill rates are secondary market yields. From 1982 forward, rates are 3-month constant maturity yields.
Page 13: Real Gross Domestic Product is GDP as measured in chained 2000 dollars. The Gross Domestic Product Price Index is the implicit price deflator for GDP, which is defined by the Bureau of Economic Analysis, U.S. Department of Commerce, as the ratio of GDP measured in current dollars to GDP measured in chained 2000 dollars.
